PRELIMINARY REVIEW: 2014-15 GOVERNOR'S PROPOSED STATE BUDGET FEBRUARY 13, 2014

February 13, 2014

Dear Colleagues and Friends:

| am pleased to present to you the Assembly Budget Committee's annual Preliminary
Review of the Governor's Proposed 2014-15 State Budget.

The Preliminary Review outlines and provides background for Governor Brown's major
budget proposals and puts them in some perspective. It is organized by traditional topics
of interest to us all, and highlights major provisions.

Crafting the state budget is perhaps the Legislature's greatest responsibility. Writing this
year's budget will involve no less than making monumental decisions on the future of state
government's role in educating our children, rebuilding our transportation infrastructure,
protecting our unique environment and addressing the needs of our lowest income, senior
and disabled residents.

The Preliminary Review is intended to serve as an effective tool for those interested in
participating in this year's budget proceedings.

We hope that you find the Preliminary Review useful in understanding and discussing
the Budget. If you have any questions or need additional information, please do not
hesitate to contact me or the Assembly Budget Committee staff.

Sincerely,

Nancy Skinner, Chair
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OVERVIEW

California’s budget is an articulation of the State’s priorities through the intended use of its
resources. Our state government is small, as a percentage of our overall economy, but it plays
an omnipresent role in the lives of Californians. The priorities reflected in our budget impacts
each of our residents. For some, the decisions of Sacramento are felt trivially—such as the
nuisance of a traffic delay. But for others it is profound, as programs considered in this process
can change their overall life-expectancy, their access to education, and life changing
opportunities.

In recent years the revenue crisis caused by the Great Recession, an annual series of
emergencies, and other challenges distracted from a long term approach to setting budget
priorities. Even before the Great Recession, California’s budget process was dominated by a
structural dysfunction that focused the process and debate towards a one-time action to a single
fiscal year’s budget.

The Great Recession forced the State to achieve work towards a more stable, long-term
approach to funding. After a half-decade of sacrifices offered, opportunities denied, and risks
taken, the State budget is finally in a position to consider a thoughtful, multi-year look forward at
California’s future.

The 2014-15 budget process provides a meaningful opportunity to begin setting long-term
priorities for the State. The Governor’s proposal has provided some good examples of such
thinking. The Assembly has the opportunity to build upon the Governor's framework to set the
future policy course of the State through the budget process.

Governor’s Plan: Pay Down Debt, Build Reserves

The Governor proposes a $154.9 billion budget ($106.8 billion General Fund) for 2014-15 with a
total reserve of over $2.5 billion, including $1.6 billion that is transferred to the Budget
Stabilization Account. Overall General Fund spending increases by $8.3 billion, or 8.5 percent,
with Proposition 98 spending accounting for the biggest share of the growth in expenditures.

The Governor proposes to reduce the State liabilities he lists in his “Wall of Debt” by directing
over $11 billion in 2014-15 to pay off the Economic Recovery Bonds a year early and retiring all
$6.1 billion in Prop 98 deferrals in 2014-15.
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Respect, But Do Not Fear, the Past

Almost every analysis or discussion of the budget begins with a look backwards at California’s
nearly two decades of structural deficits and perennial budget problems. When people argued
that California was "broken", our State's budget problem was usually one of the first pieces of
evidence they cited. Much of the discussion regarding the future path of for California is rooted
in not repeating the mistakes of the past. For example the Governor's presentation on the
budget included the following graph to illustrate this history:

Balanced Budgets Have Been Quickly
Followed by Huge Deficits
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The Governor has made budget stability a major focus of his 2014-15 fiscal plan, with the
embrace of the Assembly Democrat's robust Rainy Day fund proposal, a $1.6 billion transfer to
the Budget Stabilization Account, and an aggressive approach to reduce the level of State
liabilities.

The Governor’s long term fiscal projections suggest that this approach would be continued for
years afterwards. As the Assembly now has the opportunity to think long term, Members have
the chance to consider some key questions about how our state fiscal plan should work. How
much is needed for a Rainy Day? What level of liabilities is acceptable for California to carry on
its balance sheet? Are their investments in program restoration, infrastructure, or other
economic stimulus that could strengthen the States future economic position?

The discussion about stabilizing the budget must be broader than a list that contains the “Wall of
Debt”, pension liabilities, and bond debts. These are problems that cannot be solved in a single
year. There are other unaddressed public policy issues that also pose a risk to the State
financial future. These include the growing levels of income inequity, the educational
achievement gap, and a lack of adequate and well maintained infrastructure. Not addressing
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these areas has the potential to drive decades of State spending. The 2014-15 budget offers
the Assembly a chance to consider the State’s future path with this broader perspective, rather
than be limited narrowly to an accounting for the mistakes of the past.

Consider Opportunity Cost

The State’s budget liabilities have been framed colorfully. Governor Brown created the “Wall of
Debt” concept to describe liabilities that had an association with budgetary solutions enacted in
recent years. Unfunded pension liabilities have been called a “time bomb”. In the Five-Year
Infrastructure Plan, the Administration points out that only one other large State has a higher
debt-per-capita rate, thus arguing that California cannot incur further debt to fund infrastructure.

With such framing, it seems obvious that only an aggressive plan to pay down debts and build
reserve could be labeled “prudent”.

Clearly reducing debt is a prioriety, but not all debts are the same. Some of these debts have
low, in some cases no, interest costs associated with them, and the State potentially forgoes a
better return of investment from other expenditures by being too aggressive in minimizing debts.

For example, the most expensive debt cost associated with the “Wall of Debt” is the Economic
Recovery Bonds. These bonds have a range of interest costs, ranging from 3.5 to 5 percent per
year. Research by Nobel Prize Winning Economist Professor James Heckman, suggests the
State could see a return of 7 to 10 percent on investments in early childhood education—twice
the return of paying off the Economic Recovery Bonds. When is it prudent to focus resources
on low interest debts instead of opportunities for future growth?

Another example is the 20,000 CSU-eligible students who have not been admitted each year
because of enroliment limitations. The Pew Center estimates that a four year college degree
yields $550,000 in additional lifetime income. Thus by not addressing CSU’s enroliment growth,
the State may forgo up to $11 billion in future personal income each year this policy stays in
place.

In addition, the Governor's Five Year Infrastructure identifies $64.6 billion in deferred
infrastructure maintenance, but only provides $815 million in funding to begin to address the
backlog. However, deferred maintenance costs can increase exponentially, as assets do not
deteriorate in a linear fashion. For example, the Federal Highway Administration has prepared
the following chart regarding the Pavement Life Cycle:
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This chart illustrates that a $1 investment at the 12" year of a 20 year stretch of payment can
prevent $6 to $10 in rehabilitation or reconstruction in the future.

In order for the budget to really be “prudent”, the budget process must consider these trade-offs
and other opportunity costs. With over 1.4 million unemployed Californians currently looking for
work, the State will have opportunities to get significant returns on investments it makes.

Governor's Proposal Offers Visions of the Future

In the 2014-15 budget, the Governor has offered ambitious future plans in some selected areas
of public policy. In particular the Governor’s plan includes:

e $4.5 billion in additional spending for Proposition 98 funding directed to the Local Control
Funding Formula, a 10.9 percent increase
$284 million for a five percent increase of funding for UC and CSU
$344 million for additional Community College funding, as part of Proposition 98
$850 million of Cap and Trade expenditures
$105 million to support Courts
$81 million for prisoner rehabilitation
$500 million of lease-revenue bonds for local jail construction

e $815 million for deferred maintenance infrastructure investment
Since the Governor has put forward these areas of spending for consideration, the Members of
the Assembly can join this discussion as the Members shape the priorities for the coming year.
The Assembly must also consider what other priorities should be discussed in this process.

Other Program Areas Merit Consideration

For the most part, the Governor’s budget includes flat, or in some cases declining, funding for
areas not emphasized in the section above. The Assembly has the opportunity to begin the
discussion regarding the priorities in these policy areas.
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The December version of the Assembly Blueprint for the Responsible Budget began the
discussion of identifying priorities to add to the list put forward by the Governor for discussion.
The 2014-15 budget process will refine, change, evolve, and improve this initial blueprint to
identify the priorities of the Assembly in preparation of a budget vote by June 15th of this year.

Contrasting the Governor's Budget with this December document leads to some important
questions for formulating the Assembly’s budget strategy:

o Should the budget include provisions that create jobs and strengthen the economy, such
as additional infrastructure spending, tax policy, or program restorations?

e Should the Assembly allow the scheduled reduction to Medi-Cal rates to occur or should
action be taken to examine these rates in the 2014-15 budget?

e At what level should courts be funded and how much flexibility should the State have in it

e How do we ensure that our investment in rehabilitation programs provide the best and
most effective expenditure to reduce correction recidivism?

e Is the Governor's $815 million infrastructure proposal sufficient or should the budget
include additional investments or tools to address infrastructure issues?

e Given the dramatic impact that recent budget reductions have made on the income and
opportunities of low income Californians, should the 2014-15 budget consider additional
programs and resources for the State’s lowest income families and children?

e Should early childhood education for children aged 0-4 be a budget priority this year? If
so, what is the best programmatic approach?

These questions are not an exhaustive list, but rather the beginning of a conversation. As the
budget process evolves, this list will continue to be refined and improved by the Assembly.

What happens in 20167

The 2014-15 budget may just be a starting point for a future discussion regarding long-term
priorities. If we follow the Governor’'s 2014-15 budget blueprint exactly, in 2016 California will
have a reserve of $6 billion, a structural surplus of close to $1 billion, and over 90 percent of the
“Wall of Debt” retired. What happens next? The 2014-15 budget may not answer the
guestion, but it may be the right time to begin that discussion.
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RAINY DAY FUND

The Governor's Budget proposes a rainy day alternative to ACA 4 (Rainy-Day fund measure
scheduled for November ballot) that aims to reduce budgetary volatility by basing the size of a
required deposit on capital gains related-revenues.

The Governor's Rainy Day fund proposes the following:

e Increase the size of the rainy day fund to 10 percent of estimated General Fund (GF)
revenues. Currently ACA 4 proposes the reserve to be 5 percent.

e Require certain projected capital gains income taxes exceeding 6.5 percent of annual
GF revenues to be deposited to the rainy day fund.

e Create a Proposition 98 reserve within the rainy-day fund. The Prop. 98 portion would
be determined by calculating the part of the increase in Prop. 98 minimum guarantee
caused by capital gains revenues over the 6.5 percent threshold. This would smooth
school spending to prevent damage caused by cuts and would also make no changes to
the Prop. 98 guarantee.

e Limit the amount that can be withdrawn in the first year of a revenue downturn to half of
the rainy day fund. For the Prop. 98 reserve, the Governor's proposal would allow the
full amount to be withdrawn, if needed, to provide specified growth and COLA
adjustments to schools and community colleges.

¢ Allow the payments to the Wall of Debt or other long term liabilities to be made in lieu of
a deposit to the rainy-day fund.

Solving Budget Volatility: Tax Reform vs Rainy Day Fund

The volatility of General Fund revenues remains a challenge to California’s budget. There are
two schools of thought on how to mitigate the volatility: 1) revenue neutral tax reform that
flattens revenues; and 2) Rainy Day Fund that captures the spikes in revenues.

Volatility is Budget Risk

During the spike in revenues in the late 1990s, what was thought to be ongoing robust revenues
were allocated to permanent tax cuts and new spending commitments, such as backfilling
revenues to local governments lost through the reduction of the Vehicle License Fee. When the
“dot com” bust hit, the budget was devastated. As the budget struggled to work its way back,
some revenue sources were cut and then the Great Recession hit and revenues once again
went bust.

The key factor in the boom and bust cycles have been taxes paid on capital gains: during the
boom times the revenues come in strong, but then go away just as fast during the down turns.
During the past 10 years, Personal Income Tax revenues from capital gains, as a share of
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overall General Fund revenues, have bounced from as high as 10.7 percent to as low as
3.5 percent.

Tax Reform

Many observers have suggested “revenue neutral tax reform” that flatten the revenue system
would provide a more stable revenue structure and provide the same level of revenues over
time, but without the peaks and dips of the current system.

At first blush, this seems appealing. However, this Assembly should consider what this would
mean.

First, revenue neutral tax reform would mean increasing middle class taxes, while giving the
wealthy a break. Whether the reform would call for changes within the income tax system, or
would call for shifting taxes away from income and to the sales tax or property tax, the outcome
is the same: the rich pay less and the middle class pays more.

Second, stabilizing revenues from year to year means increasing the tax burden during times of
economic downturns, while reducing the tax burden during (good years) when taxes can be paid
with less economic impact.

Therefore, while revenue neutral tax reform that flattens revenues would reduce volatility, it
makes little economic sense to shift taxes from those that have the ability to pay to the
struggling middle class, or to shift the tax burden from the years when incomes are soaring to
years of struggle.

This is not to say that targeted tax reform should not be pursued. For example, closing out of
date or ineffective tax loopholes should always be considered, and modernizing the sales tax
system to better reflect the economy by lowering rates and including certain services also
should be considered. However, these types of reforms would not be paid for by giving the
wealthy a break on their tax bill.

Rainy Day Fund

The Rainy Day Fund idea first proposed by the Assembly Democrats and now embraced by the
Governor, addresses the challenges of revenue volatility from a different angle. Instead of
flattening out revenues, the Rainy Day Fund flattens out spending.

Under the Rainy Day Fund proposal, revenues from capital gains spike over 6.5 percent of the
overall General Fund are taken off the table, put into the Rainy Day Fund, cannot be used for
new ongoing commitments. Then, when there is an economic downturn, rather than having to
rely on program cuts and tax increases, much of the gap in a typical downturn could be covered
from the Rainy Day Funds.
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In essence, the Rainy Day Fund marries the solution to the problem: today, the volatility of
revenues gives us the spikes and dips that cause the budget problems; the Rainy Day Fund
captures the spikes to fill in the dips in order to maintain a stable budget.

Those that argue for tax reform do so under the belief that it will lead to a more stable budget.
The Rainy Day Fund will also bring about budget stability, but without the negative
consequences of shifting the tax burden from the good years to the bad years and from the
wealthy to the middle class.
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K-12 EDUCATION

Since the Great Recession, California has made major strides in returning K-12 education
funding to pre-recession levels. The recession caused devastating cuts to California schools,
which were already underfunded relative to other states. Thankfully, Proposition 30 was passed
by voters in 2012, preventing further "trigger" reductions and allowing school funding to begin to
stabilize back to their pre-recession levels.

Last year's budget also made significant changes to the school finance system and began
investing in new curriculum standards. The 2013-14 Budget Act fundamentally changed the way
the State allocates funding to schools through the "Local Control Funding Formula." This new
funding formula provides more resources for the neediest students, in an effort to close the
achievement gap and improve educational outcomes. At the same time, the State began
investing in the newly adopted Common Core State Standards, which require students think
more critically to better prepare them for college and the workforce. The 2013-14 budget
provided $1.25 billion in one-time funding to allow for teachers and students to implement the
new standards.

The Governor's 2014-15 Budget includes new funding for education, driven by Proposition
98. The Governor proposes using this funding on a combination of paying down debt
owed to schools and programmatic spending.

Major Policy Issues the Assembly may Wish to Consider:

e The State has made significant progress in recent years in retiring deferred payments to
our schools. The Governor's Budget proposes to eliminate all remaining K-14 deferrals
by the end of 2014-15. Just a year ago, the Governor proposed paying off all deferrals
over three years. The Assembly may wish to consider paying down the remaining
deferrals over two or three years. This would be a responsible timeline, while allowing
for additional programmatic funding.

e The Governor's Budget proposes to set in statute a specific percentage of annual
Proposition 98 funding to be automatically dedicated to the LCFF each year. Should the
Legislature limit its discretion over budgetary decisions? Given that this is the first year
of implementation of the LCFF, is it too soon to automate spending decisions?

e The Governor's Budget proposes to eliminate two more categorical programs —
Specialized Secondary Programs and Agricultural Vocational Education Incentive
Grants. Should the Assembly consider consolidating additional categorical programs
into the Local Control Funding Formula? Are there other state priorities that should be
funded outside the Local Control Funding Formula?

o The Governor's Budget does not propose additional funding for schools to implement the
Common Core State Standards. The Legislature may wish to consider further
investment for this purpose.
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Per Pupil Funding

Due to the passage of Proposition 30 and the improving economy, K-12 education
funding is on the rise. As shown in the chart below, per pupil funding has improved
considerably since the recession, but has not fully recovered to pre-recession levels
when adjusted for inflation and is still well below other U.S. states.

K-12 Per-Pupil Funding
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Source: Legislative Analyst's Office

Per pupil spending still has a ways to go to reach the national average. In 2011-12, California
was ranked 49th in per pupil spending according to Education Week's annual Quality Counts
report. Since the most recent data comparison completed by the U.S. Census Bureau was from
2011-12, and data for 2012-13 will not be released until late May, it is difficult to know where
California ranks currently.

As the charts in this section show, per pupil funding has certainly improved since 2011-12. The
2013-14 budget included a 5.5 percent increase in per pupil funding, or $415 per student.
Under the Governor's 2014-15 proposal, per pupil spending would increase from $7,936 in
2013-14 to $8,724 in 2014-15. This is an increase of $788 per student, or 10 percent, from
2013-14.
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K-12 Funding Up Almost $800 Per Pupil
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Proposition 98

Due to Proposition 98, approximately 40 percent of the state budget is dedicated to K-14
education. Because education funding makes up the largest portion of the budget, schools
were hit particularly hard during the recent recession. However, now that revenues are
improving, the majority of the increased revenue will go toward K-14 education, in part, due to
the constitutional requirements created through Proposition 98.

Background on Proposition 98. Proposition 98, approved by voters and enacted in 1988,
amended California's Constitution and established an annual minimum funding level for
K-14 education (K-12 schools and community colleges). The intent of Proposition 98 was to
create a stable funding source for schools, which grows with the economy and student
attendance. Two years later, Proposition 111 was also enacted, which made significant
changes to Proposition 98 to allow for lower K-14 funding when General Fund revenues are
weak and significant growth when revenues improve. Propositions 98 and 111 created
three formulas, or "tests," to calculate the minimum funding level for schools, also called
the "minimum guarantee.”

e Test 1 — Share of General Fund. Provides the same percentage of General Fund
revenues appropriated to schools and community colleges in 1986-87, or approximately
40 percent.

e Test 2 — Growth in Per Capita Personal Income. Provides the prior year funding level
adjusted for growth in the economy (as measured by per capita personal income) and
K-12 attendance. Applies in years when state General Fund growth is relatively healthy
and the formula yields more than under Test 1.
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e Test 3 — Growth in General Fund Revenues. Adjusts prior-year funding for changes in
attendance and per capita General Fund revenues. Generally, this test is operative
when General Fund revenues grow more slowly than per capita personal income.

The Constitution provides two comparisons for determining which test to use in calculating the
minimum guarantee. First, compare Test 2 and Test 3 and select the test with the lower amount
of funding. Compare that test to Test 1 and select the test with the higher amount of funding to
determine your minimum guarantee. The State has the option of funding the designated
minimum guarantee, funding above the minimum guarantee or "suspending” the guarantee to
provide less funding than the formula requires. Suspending the Proposition 98 guarantee
requires a two-thirds vote by the Legislature. The minimum guarantee for the 2013-14 fiscal
year was determined by "Test 3." It is expected that "Test 1" will apply for the 2014-15 fiscal
year.

Propositions 98 and 111 also created the “maintenance factor,” which is designed to help the
State balance the budget in tough economic times. Maintenance factor is created in Test 3
years or if the minimum guarantee is suspended. Essentially, in times of slow economic growth,
when the State cannot provide the Test 2 level of funding, the State keeps track of the funding
commitment and eventually restores the Proposition 98 guarantee to what it would have been
had education funding grown with the economy. Proposition 98 also uses a formula to dictate
how much maintenance factor is paid back in strong fiscal years.

Because 2014-15 is expected to be in a "Test 1" year, meaning the state is experiencing strong
economic growth, the state will also be required to make a higher maintenance factor payment.
Therefore, if revenues come in higher than expected, it is likely that the entire surplus will be
required to be spent on education. The maintenance factor at the end of 2014-15 is projected to
be $4.5 billion.

Overall Proposition 98 Funding

Proposition 98 funding declined rapidly during the recession, slipping to a total of $47.2 billion in
2011-12. Since then, Proposition 98 funding has been on a positive trajectory. The Governor’'s
Budget estimates a Proposition 98 minimum guarantee of $61.6 billion for the 2014-15 Fiscal
Year, an 8 percent increase from 2013-14. The chart below illustrates the proposed increase in
Proposition 98 funding, driven by growth in General fund revenue and increased property tax
revenue.
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Proposition 98 Funding (Dollars in Millions)
2012- 2013- Change From 2013-14
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Source: Legislative Analyst's Office

$42,207 $40,948 $45,062 $4,115 10%

Major Proposition 98 Spending Proposals

The Governor's Budget proposes to spend the increase in Proposition 98 funding on a
combination of debt repayment and programmatic spending. Specifically, the Governor
proposes to provide $2.5 billion to pay down all remaining K-14 deferrals and an additional $4.5
billion for school districts and charter schools and $26 million for County Offices of Education for
the Local Control Funding Formula. The Governor also includes $46 million for new computer
based assessments aligned to the Common Core State Standards and a 0.86 percent cost-of-
living adjustment for those categorical programs outside of the Local Control Funding formula.
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The chart below outlines the Governor's proposed spending plan for 2014-15.

Increases in 2014-15 Proposition 98 Spending (Dollars in Millions)
Accounting Adjustments

Remove prior-year one-time actions -$2,423
Fund QEIA program outside of Proposition
08 -361
Adjust energy efficiency funds -101
Subtotal -$2,885
Policy Changes
Fund increase in school district LCFF $4,472
Pay down remaining deferrals (one-time) 2,474
Augment CCC Student Success and Support 200
Program
Augm_ent CCC main’Fenance and instructional 175
equipment (one-time)
Fund 3 percent CCC enrollment growth 155
Provide 0.86 percent COLA to select K-14 82
programs
Increase funding for K-12 pupil testing 46
Fund increase in COE LCFF 26
Other changes 1
Subtotal $7,631
Total Changes $4,746

QEIA = Quality Education Investment Act; LCFF = Local Control Funding Formula; CCC = California Community Colleges; COLA = cost-of-living
adjustment; and COE = county office of education.

Source: Legislative Analyst's Office

Local Control Funding Formula

The 2013-14 budget fundamentally changed the way California allocates funding to schools.
AB 97 (Committee on Budget), Chapter 47, Statutes of 2013,and subsequent legislation created
the Local Control Funding Formula (LCFF), which consolidated most of the state’s categorical
programs with the discretionary revenue limit funding to create a new student formula phased in
over eight years.

The Governor's Budget makes a significant investment in the LCFF by providing $4.5 billion for
school districts and charter schools and $25.9 million for County Offices of Education to further
implement the new formula. The Governor also proposes changes to the LCFF, including
consolidating additional categorical programs into the formula and automatically dedicating a
proportion of Proposition 98 for the LCFF. These proposals are discussed later in this report.

Background on the LCFF. The LCFF was the result of extensive research and policy work that
was proposed by Governor Brown in the 2012-13 budget with his “Weighted Student Formula”
and again in 2013-14 with the “Local Control Funding Formula.” The Governor advocated
strongly for these proposals, arguing that the prior system was overly complex and did not
provide sufficient "local control” for districts to address the particular needs of their students.
The LCFF is largely based on the Governor's belief in subsidiarity, the principle that decisions
should be made at the smallest level of government or those closest to the people.
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In addition to subsidiarity, one of the main principles behind the LCFF is that English learners
and low-income students require more attention and resources in the classroom than students
who do not have these same challenges. By providing more services (and in turn, funding) to
these student populations, it is widely believed that this will help to close the achievement gap
and help all students perform better.

The LCFF combined most categorical programs with revenue limit funding to create a more
simplified formula that is made up of a base grant, supplemental and concentration grants and
"add-ons." The cost of the LCFF is much more than the previous formula, therefore it is
expected to take up to eight years to fully implement. Below describes in more detail how the
formula works.

e Base Grant. Under the LCFF, school districts receive the majority of their funding
through a “base grant” based on average daily attendance (ADA) and adjusted for four
grade span needs. Generally the formula includes grade span adjustments, recognizing
the higher cost of education for higher grade levels.

Additionally, the formula includes a 10.4 percent increase in the base rate for grades K-3
in order to cover the costs associated with class size reduction (CSR) in these grades.
The student to teacher ratio established by the LCFF in grades K-3 is 24 to one, which
will be phased-in over eight years. The high school grade span adjustment increases
the base grant for grades 9-12 by 2.6 percent, taking into account costs associated with
career technical education (CTE). While the high school add on is meant to reflect the
higher costs of CTE programs, there is no requirement for districts to use the funding to
do so. (The maintenance of effort requirement on the state's former CTE Categorical
Program, Regional Occupational Centers, is set to expire in 2014-15)

e Supplemental Grant. The LCFF provides a “supplemental grant” for English learners,
low-income and foster youth students. Under the formula, these student groups
generate an additional 20 percent of the student’s base rate. Students can only qualify
for one supplemental grant, meaning that if a student is both an English learner and
low-income, they are only counted once. Also, all foster youth are also considered
low-income; therefore it is unnecessary to discuss them as a separate group.

Students are classified as an English learner (EL) if a parent or guardian reports through
a home survey that the student's primary language is a language other than English and
if their results on the California English Language Development Test (CELDT) show that
they are not English proficient. Once classified as EL, the student is reassessed every
year using the CELDT until they are considered Fluent English Proficient (FEP). There
are no requirements around how long a student can be counted as an EL.

For LCFF purposes, a student is considered low-income (LI) if they meet the
gualification for free or reduced-price meals (FRPM). Students are determined FRPM
eligible through an application process sent to the student's home. If a household’s
income is below 185 percent of the federal poverty line ($43,568 for a family of four), the
student is eligible for FRPM. Additionally, students are directly certified as FRPM
eligible if they participate in other social service programs, such as the California Work
Opportunity and Responsibility to Kids (CalWORKs) program. FRPM eligibility is
assessed annually and there is no limit on how long a student can be considered LlI.
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e Concentration Grant. The LCFF also provides a "concentration grant" for districts whose
EL and LI student population exceeds 55 percent. These districts will receive an
additional 50 percent of the adjusted base grant for each EL and LI student above the
55 percent threshold. At full implementation, this will result in a significant increase in
funding for those districts with high concentrations of EL and LI students.

e Add-Ons. Two former categorical programs are treated as "add-ons" to the LCFF.
These include the Home-to-School Transportation (HTST) program and the Targeted
Instructional Improvement Block Grant (TIIG). Districts that received categorical funding
for these programs in 2012-13 will continue to receive the same amount of funding
through this add-on. Districts that did not receive this categorical funding previously will
not receive the add-on. Those districts that receive HTST funding are required to spend
the same amount in 2014-15 as they did in 2013-14 for transportation services.
However, after 2014-15, there are no spending restrictions for the HTST add-on. There
are currently no restrictions for the TIIG add-on; therefore, districts that receive this
funding can use it for any educational purpose.

The chart below shows the LCFF grade span base rates, as specified in statute.

Overview of Local Control Funding Formula®
Formula Component Rates/Rules

Target base rates (per ADA)® = K-3:$6,845
= 4-6: $6,947
= 7-8:%$7,154
= 9-12: $8,289

= K-3: 10.4 percent of base rate.
Base rate adjustments = 9-12: 2.6 percent of base rate.

Supplemental funding for certain
student subgroups (per EL/LI 20 percent of adjusted base rate.
student and foster youth)

Concentration funding Each EL/LI student above 55 percent of
enrollment generates an additional 50
percent of adjusted base rate.

Add-ons Targeted Instructional Improvement Block
Grant, Home-to-School Transportation,
Economic Recovery Target.

a Applies to school districts and charter schools.

B Reflects target rates as specified in statute. Does not include 1.57 percent cost-of-living adjustment provided in 2013-14.

ADA = average daily attendance; EL = English learner; and LI = low-income (defined as a student receiving a free or reduced-price meal).
Source: Legislative Analyst's Office
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o Economic Recovery Target. Some districts will receive an Economic Recovery Target
(ERT) add-on. This add-on is targeted at those districts that would have fared better
under the prior funding formula, had the revenue limit deficit factor and categorical
funding been fully restored. The ERT add-on is calculated by the difference between the
amount a district would have received under the old system and the amount a district
would receive based on full implementation of the LCFF. However, districts that are in
the 90™ percentile or above in per-pupil spending under the old system are not eligible to
receive the ERT.

Approximately 130 districts are eligible to receive the ERT add-on. The total cost of the
ERT add-on is $24 million in ongoing funding, which will be paid to eligible districts over
the eight year implementation timeline ($3 million in 2013-14, $6 million in 2014-15 and
so on). The ERT amount was calculated in 2013-14 and will not be recalculated each
year.

e Cost of Living Adjustment. Each year the target base rate will be updated for cost of
living adjustments (COLASs), creating a moving target. Until districts reach their target
funding level, estimated to be in 2020-21, COLA will be included in their growth funding.
This will vary district by district. For example, a district that is close to their LCFF target
will receive a smaller amount for COLA (as well as total funding) than a district that is
further away from their target. Once the target funding level is reached, districts will then
receive the full COLA each year (assuming that the State has sufficient funds to do so).

Accountability _and Intervention. In addition to the new LCFF, the 2013-14 budget also
established a new system for school accountability and intervention. Under the new system,
districts and charter schools are required to complete a Local Control and Accountability Plan
(LCAP). The LCAP must include a district's annual goals in each of the eight state priority
areas, which include: student achievement, student engagement, school climate,
implementation of the Common Core State Standards, course access, parental involvement and
other student outcomes. The plans must include both district wide goals and goals for specific
subgroups. Districts are required to consult with stakeholders on their plans and hold at least
two public hearings before adopting or updating their LCAP. Districts must adopt an LCAP by
July 1% 2014, which is to be updated every year and adopted every three years.

The State Board of Education (SBE) is charged with adopting the template for districts to use in
adopting their LCAP, as well as the regulations for how districts can use their supplemental and
concentration funds. The SBE adopted an emergency LCAP template on January 16",
2014.The SBE also adopted emergency regulations which allow for districts that have over
55 percent EL or LI students to use the supplemental and concentration funding on a
districtwide basis as long as they identify the services being provided and how those services
are serving those EL and LI students that generated the funding. For those districts that have
less than 55 percent EL and LI students, the regulations allow them to also use the extra funds
for districtwide purposes, but they must also describe how the districtwide services are the most
effective use of the funds to meet their goals for their EL and LI students. The regulations also
provide a formula for districts to calculate what proportion of their LCFF funds should be used
on EL and LI students. The SBE is expected to adopt permanent regulations at their March
2014 board meeting.
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In addition to the LCAP, the new funding formula also created a new system of school district
support and intervention. The California Collaborative for Educational Excellence (CCEE) was
created in order to provide assistance to low-performing school districts. Under the new
system, if a school district that does not meet performance expectations in the eight state
priority areas, they will be subject to intervention by their County Office of Education or the
CCEE. Districts that are continuously not meeting performance standards will be subject to
intervention by the SBE and State Superintendent of Public Instruction (SPI).

The 2013-14 budget provided $10 million to establish a new system of support and intervention
through the CCEE. This work has yet to be done. Because the number of districts that will
need assistance is unknown and the role of the CCEE is still unclear, the cost of the new
support and intervention system going forward has yet to be determined. The Governor's
Budget does not include ongoing funding for the CCEE, but the Administration will be
considering ongoing funding as the system is further developed.

Major Provisions

Substantial investment in LCFF implementation

Because the LCFF provides significant new funding for all students, as well as for EL and LI
students without taking funding away from other students, the cost of the LCFF is higher than
the previous funding formula. Had the State fully implemented the LCFF in 2013-14, it would
have cost approximately $18 billion above the 2012-13 funding level. Given the cost, the LCFF
is expected to be phased in over eight years. New funding for LCFF will be allocated to districts
based on their funding "gap," which is the difference between their prior year funding level and
their target LCFF funding level. Each district will see the same percentage of their gap closed,
but the dollar amount will vary for each district.

The 2013-14 budget provided $2.1 billion toward implementing the LCFF, representing
approximately 12 percent of the funding gap. The cost to fully implement the LCFF in 2014-15
would be approximately $15.5 hillion.

The Governor's Budget provides an additional $4.5 billion in Proposition 98 General Fund
toward implementing the LCFF for school districts and charter schools. This will bring schools
approximately 28 percent closer toward their LCFF target, and is 10.9 percent above the
2013-14 spending level. This is a significant investment in the LCFF. As a result, districts with
a larger gap — likely those with higher concentrations of EL and LI students — will receive a
substantial amount of new funding in 2014-15. Also included in the $4.5 billion investment in
LCFF, is $6 million toward the Economic Recovery Target for those districts that would have
fared better under the old funding formula. Although the Governor proposes a substantial
investment in the LCFF, the Administration still anticipates full implementation to be reached in
2020-21.

County Offices of Education under LCFF. The 2013-14 budget also implemented a new LCFF
for County Offices of Education (COE) that is allocated in two parts. The first part provides
funding for COEs to provide support and services to local educational agencies (LEAS). The
second part provides funding to COEs for alternative education services directly to students that
have been expelled, incarcerated, or on probation. Similar to the LCFF for school districts, each
COE has a target funding level and all new funding is used to close their gap. The additional
cost to fully implement the COE formula in 2013-14 was estimated to be $50 million. The
2013-14 budget provided $32 million toward for LCFF implementation for COEs, equating to
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almost two-thirds of the funding needed to reach their target. Because it is far less expensive to
fully fund the LCFF for COEs, they will likely reach their target funding level much sooner than
school districts and charter schools.

The Governor's Budget dedicates $25.9 million Proposition 98 General Fund for County Offices
of Education (COE) for LCFF. The administration estimates that this additional funding will
allow COEs to reach full implementation of the LCFF in 2014-15.

Automatic Formula for LCFF Funding

Under current law, the prior year LCFF amounts are continuously appropriated, meaning that
even without an approved state budget, school districts will continue to receive the same
amount that they received in the prior year. This is similar to the way that revenue limits worked
under the previous funding formula. Having a continuous appropriation was especially
important during the years when California was perpetually late in passing a budget (prior to the
passage of Proposition 25 in 2010).

The Governor's Budget proposes to set in statute a specific percentage of annual Proposition
98 funding to be automatically dedicated to the LCFF each year. The Administration has not yet
determined what this percentage will be. Currently, the LCFF funding makes up approximately
75 percent of the total Proposition 98 funding.

Although dedicating the majority of Proposition 98 funding for the LCFF has merit, it may be too
soon to establish a set percentage in statute. Given that this is the first year of implementation
of the LCFF, and the accountability and intervention systems are still being worked out, it is too
soon to know if local districts will make wise spending decisions and improve outcomes, or if the
State will ultimately have to intervene to provide stricter accountability. This proposal could tie
the hands of future Legislatures from being able to intervene and dedicate funding for purposes
outside of the LCFF. For example, the Legislature would be limited in funding a new State
priority or reestablishing former categorical programs. Additionally, if the Legislature wanted to
make a significant investment in common core implementation through the Common Core Block
Grant, it could be restricted under this statutory requirement.

The Legislative Analyst's office has raised concerns with this proposal due to the fact that it
would restrict the Legislature's discretion to appropriate funding and make key budget
decisions. Given this loss of authority, the LAO recommends the Legislature reject this
proposal.

Eliminates Additional Categorical Programs

Approximately two-thirds of all categorical programs under the previous funding system were
eliminated, and their funding was consolidated into the LCFF. However, 13 categorical
programs were left intact for various reasons. Some were preserved in order to comply with
federal law, while others remain because the Legislature deemed them a state priority. The
chart on the next page shows how the various categorical programs were treated under the new
LCFF.
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Treatment of Categorical Programs Under LCFF

Retained Programs

Adults in Correctional Facilities
After School Education and Safety
Agricultural Vocational Education

American Indian Education Centers and

Early Childhood Education Program
Assessments
Child Nutrition

Eliminated Programs

Advanced Placement Fee Waiver
Alternative Credentialing

California High School Exit Exam Tutoring
California School Age Families
Categorical Programs for New Schools
Certificated Staff Mentoring

Charter School Block Grant

Civic Education

Community-Based English Tutoring

Community Day School (extra hours)
Deferred Maintenance

Economic Impact Aid

Educational Technology

Gifted and Talented Education

Grade 7-12 Counseling

High School Class Size Reduction
Source: Legislative Analyst's Office

The Governor's Budget proposes to eliminate two more categorical programs — Specialized
Secondary Programs ($4.8 million) and Agricultural Vocational Education Incentive Grants

($4.1 million).

e Specialized Secondary Programs (SSP) were created to encourage LEAs to develop
and pilot programs that prepare high school students for college and careers in
specialized fields, such as the arts, healthcare and technology. The majority of SSP
funding is used to award competitive grants for high schools to use for start-up costs in
instituting specialized programs. The SSP categorical also includes ongoing funding for
two high schools that have partnered with their nearby California State University (CSU)
in offering specialized programs. These high schools include an arts high school in the
Los Angeles Unified School District and a science and math high school in the Long

Beach Unified School District.
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Foster Youth Services

Mandates Block Grant

Partnership Academies

Quality Education Improvement Act
Special Education

Specialized Secondary Programs
State Preschool

Instructional Materials Block Grant

International Baccalaureate Diploma
Program

National Board Certification Incentives
Oral Health Assessments

Physical Education Block Grant
Principal Training

Professional Development Block Grant

Professional Development for Math and
English

School and Library Improvement Block
Grant

School Safety

School Safety Competitive Grant
Staff Development

Student Councils

Summer School Programs
Teacher Credentialing Block Grant
Teacher Dismissal
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e Agricultural Vocational Education Incentive Grants provide ongoing grant funding to high
schools with approved agricultural programs. The grant funding can be used for
non-salaried purposes, such as agricultural supplies and equipment, as well as attending
conferences. More than 200 schools receive grants annually and all are required to
meet a match requirement.

Under the Governor’s proposal, school districts that received this categorical funding in 2013-14
would continue to receive funding, however, those funds would count towards their LCFF
targets beginning in 2014-15 and the use of the funds would become entirely discretionary. It is
unclear why these two programs are being proposed for elimination after being considered a
high state priority just a year ago.

Other issues for the Assembly to consider:

¢ Should the Assembly consider reinstating other categorical programs that remain a high
state priority?

Regional Occupational Centers and Programs. Regional Occupational Centers and Programs
(ROCPs) are regionally focused Career Technical Education (CTE) programs that offer
vocational training in a variety of disciplines. ROCPs primarily serve high school students and
can be operated through county offices of education, large districts, or a consortium of districts
through a Joint Powers Authority (JPA). The 2013-14 budget folded ROCP funding into the
LCFF, but required entities that received funding for ROCPs in 2012-13 to continue to spend the
same amount on their ROCPs in 2013-14 and 2014-15. After 2014-15 school districts will not
be required to continue to fund ROCPs. And although districts will receive a CTE grade span
add on for high school students, there is no requirement for districts to use this funding on CTE
programs.

There are currently 74 ROCPs in California, many of which have been proven to be highly
effective in preparing students for a career and giving them valuable hands on experience. The
future for these programs is unknown. Presumably some districts will continue to fund ROCPs
because they realize the value of the program. However, without a dedicated funding source,
these programs will be highly unstable and susceptible to budget cuts or elimination in the event
of another economic downturn. Given that CTE is a high state priority, should it be funded
separately? Why are Partnership Academies funded outside the LCFF, but not ROCPs?

Eliminates all remaining K-14 deferrals

Since 2001, deferrals have become a common budgeting tactic in tough economic times. By
delaying Proposition 98 payments owed to schools from one budget year to the next, the State
is able to achieve one-time savings without cutting programmatic spending. Large Proposition
98 deferrals became a common mechanism for balancing the State budget, especially when the
recession hit. By the end of 2011, a total of $10.4 billion in Proposition 98 payments were being
paid late, approximately 21 percent of the total Proposition 98 support. Many school districts
were no longer able to simply dip into their reserves to cover the late payment, resulting in
districts turning to borrowing from private lenders, County Offices of Education (COE), or their
County Treasurer. Districts are responsible for covering all interest or other transaction costs on
such loans.
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The 2012-13 budget began the process of retiring K-14 deferral payments by providing a total of
$2.2 billion ($2.1 billion for K-12 and $160 million for community colleges) toward deferral buy
down. The 2013-14 budget included an additional $2 billion in K-14 deferral payments
(including spending adjustments for 2012-13). The total remaining deferral debt stands at $6.2
billion.

The Governor's Budget proposes to fully pay all outstanding K-14 deferred payments by the end
of 2014-15. The Governor proposes to use all of the increased Proposition 98 revenue in 2012-
13 and 2013-14 to pay down deferrals. He also provides $2.4 billion ($2.2 billion for K-12 and
$236 million for community colleges) for this purpose in 2014-15.

The State has taken many positive steps toward eliminating its dependence on deferrals in
balancing the budget and has demonstrated its commitment to schools in doing away with this
practice. Paying down deferrals will help schools with their cash flow needs and free up
programmatic spending in future years. The Governor's plan to pay down all remaining K-14
deferrals is a departure from his recommendation from last year to pay off all deferrals over
three years. The Assembly could consider an alternative schedule for paying down deferrals,
such as paying them off over two or three years. Stretching out these payments would allow for
additional programmatic funding to reach the classroom in 2014-15.

Continued investment in the Common Core State Standards

The Common Core State Standards (CCSS) are nationally developed standards for English
Language Arts and math that were adopted by the State Board in 2010. The CCSS are
designed to reflect the real world knowledge needed for young people to succeed in college and
careers, such as student collaboration, fluency in technology, critical thinking, and
communication skills. The 2013-14 budget provided $1.25 billion in one time funding to schools
for implementation of the Common Core State Standards (CCSS). This one-time funding will
help schools transition to the new standards and can be used for professional development,
instructional materials and technology.

The State Board also joined the Smarter Balanced Assessment Consortium (SBAC) in 2011.
SBAC is a multistate consortium that is developing computer adaptive assessments in English
Language Arts and math aligned to the CCSS, which will be fully operational by the 2014-15
school year. The SBAC program is designed to provide cumulative assessment results at the
end of each school year in order to meet statewide assessment needs, as well as formative and
interim assessment tools that will be made available to local school districts. These additional
assessments can be customized to provide feedback to teachers and students on an individual
students’ academic progress throughout the year.

AB 484 (Bonilla), Chapter 489, Statutes of 2013, replaced the prior testing system, the
Standardized Testing and Reporting (STAR) program, with the California Measurement of
Academic Performance and Progress (CalMAPP) program. As part of the CalMAPP system,
the bill implemented the new SBAC assessments aligned to the CCSS. Students will begin
taking an abbreviated “field test," or practice test, in English language arts and math this spring
and the full test in the 2014-15 school year.

The Governor's 2014-15 Budget includes $46.5 million in ongoing Proposition 98 General Fund
to fund the new student assessment system aligned to the CCSS established by AB 484
(Bonilla), Chapter 489, Statutes of 2013. The increased cost of the new assessment system is
primarily due to the fact that the SBAC system includes additional tools for teachers in
assessing how students are doing throughout the year.

ASSEMBLY BUDGET COMMITTEE Page 24



PRELIMINARY REVIEW: 2014-15 GOVERNOR'S PROPOSED STATE BUDGET FEBRUARY 13, 2014

The Governor's Budget does not include additional funding for schools to implement the CCSS.
The Assembly may wish to consider further investment for this purpose.

School Facilities

School districts rely on state and local General Obligation (G.O.) bonds to raise money to build
and remodel school buildings and purchase equipment. Districts can also generate funds by
levying developer fees and forming facility districts.

Since 1998, voters have approved $35 billion in statewide G.O. bonds for school facilities in
California. California's statewide school building program, the School Facilities Grant Program,
is supported by statewide bond measures. There is currently no bond authority remaining in the
core school facilities new construction and modernization programs.

The Governor's Budget summary proposes to examine the future of school facilities funding,
including "what role, if any, the stat should play in the future of school facilities funding." The
Governor highlights a number of problems with the current system for funding school facility
needs. He proposes creating a system that is easy to understand and provides school districts
with local control and fiscal incentives for addressing facility needs.

The Governor's Budget invests one-time funding for school facilities. His proposal includes
transferring $211 million of the remaining School Facility Program bond authority from the
specialized programs to the core new construction ($105.5 million) and modernization
($105.5 million) programs to be used for already approved construction of new classrooms and
modernization of existing classrooms.

The Governor also proposes to provide $188.1 million in one-time Proposition 98 General Fund
to the Emergency Repair Program, established through the Williams v. California settlement.
The Williams v. California lawsuit, originally filed in 2000, charged that the state had failed to
give thousands of children the basic tools necessary for their education, including "inadequate,
unsafe, and unhealthful facilities." The 2004 settlement included increased accountability
measures, extra financial support, and other help for low-performing schools. The state agreed
to provide $800 million for critical repair of facilities in future years for the state's
lowest-performing schools. These low-performing schools were defined as those that were in
the bottom three deciles of the 2003 Base Academic Performance Index (API) rankings. Thus
far, the state has only contributed a total of $338 million for the Emergency Repair Program, and
has not provided any new funding over the last five years. The Governor's Budget is a step in
the right direction in meeting the state's obligation under the Williams settlement.

Proposition 39

The California Clean Energy Jobs Act (Proposition 39), passed by voters in 2012, required most
multistate business to determine their California taxable income using a single sales factor
method, in turn, increasing the state's corporate tax revenue. This measure established a new
state fund, the Clean Energy Job Creation Fund, which is supported by half of the new revenue
raised by the mandatory single sales factor for multistate businesses. The initiative directs
monies deposited in this fund to be used to support projects that will improve energy efficiency
and expand the use of alternative energy in public buildings.

The 2013-14 budget appropriated a total of $467 million of the Clean Energy Job Creation Fund
to Proposition 98 related programs, restricting the funds to be used for public K-12 and
community college facilities. The appropriation specified $428 million for a new grant program
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for schools and community colleges to use on energy efficiency projects, $28 million for a
revolving loan program for schools and community colleges for energy projects, $8 million for
workforce training programs (specifically, the California Conservation Corps and the California
Workforce Investment Board), and $3.1 million for administrative support within the California
Energy Commission (CEC).

The Governor's Budget continues allocating the Fund to Proposition 98 programs with a total of
$363 million for energy efficiency efforts, including $316 million to K-12 schools and $39 million
to community colleges, $5 million to the Conservation Corps for technical assistance and $3
million to the Workforce Investment Board for job training. The Governor's Budget provides no
additional funding from the Clean Energy Job Creation Fund for revolving loans under the
Energy Conservation Assistance Act, though the Administration does recognize that this
program will continue to be considered for future funding.

The Governor projects a $101 million reduction in funding for Proposition 39 energy projects
due to lower projected tax revenues than assumed in the 2013-14 budget. These revenue
projections are based on the Franchise Tax Board's estimates.

Independent Study Program

California schools are funded on the basis of average daily attendance (ADA), based on the
amount of time a student spends in the classroom under the immediate supervision of a
certificated employee. Local Educational Agencies (LEAs) can provide online education to
students through various avenues, one of which being the independent study program. The
part-time and full-time independent study programs allow for LEAs to provide non-classroom
based instruction, or online courses, while still generating full ADA. Students participating in the
independent study program are required to provide a work plan and teachers are required to
assign time values to each assignment in order to ensure that the course is equivalent to similar
classroom based courses.

According to the Governor's Budget summary, the Administration proposes statutory changes to
streamline and expand instructional opportunities available through the independent study
process. The Administration argues that non-classroom based instruction will help fill
educational gaps by stabilizing or increasing the attendance of students who may have
otherwise dropped out or transferred to a private school to accelerate their educational
progress. The Administration also argues that the current independent study program
requirements are over burdensome and may deter schools from offering online courses.

The Governor proposed a similar idea last year to allow LEAs to offer technology based
instruction through a streamlined independent study process. This proposal eliminated teacher
to pupil ratios, explicitly allowed charter schools to provide independent study, and allowed for
local LEAs to determine how students participating in independent study were showing
"satisfactory educational outcomes."

Specific statutory language was not available at the time this report was published. However,
according to the Governor's Budget summary, this proposal only includes high school
independent study courses and intends to maintain classroom-based equivalent pupil to teacher
ratios, unless collectively bargained otherwise. Further analysis of budget implications around
this proposal will be evaluated during the budget process.
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Other Key Provisions: K-12 Education

e The Governor's Budget provides a 0.86 percent cost-of-living adjustment for categorical
programs outside of the LCFF. These programs include: Special Education, Child
Nutrition, Foster Youth, Adults in Correctional Facilities, American Indian Education
Center, and American Indian Early Childhood Education programs.

e The Governor proposes to add three mandates to the Mandate Block Grant without
providing an increase in block grant funding. These mandates include: Uniform
Complaint Procedures, Public Contracts, and Charter Schools IV.

DEPARTMENT OF EDUCATION

California's public education system is administered at the state level by the California
Department of Education (CDE), under the direction of the Superintendent of Public Instruction
(SPI) and the State Board of Education (SBE). The CDE is responsible for enforcing education
laws and regulations, which guide the education of more than 6.3 million students in 10,296
schools within 1,043 districts and 58 county offices of education.

State Superintendent of Public instruction Tom Torlakson is charged with overseeing CDE's
state operations. Superintendent Torlakson was elected to office in 2010 and he is afforded two
four-year terms. The Superintendent and the CDE are responsible for providing technical
assistance to local school districts and working with the educational community to improve
academic performance.

The State Board of Education (SBE) is the governing and policy-making body of the CDE. The
SBE makes K-12 policy decisions in the areas of standards, instructional materials,
assessment, and accountability. The SBE is tasked with adopting regulations in order to
implement legislation and has the authority to grant waivers of the Education Code. The SBE
has 11 members, all appointed by the Governor, including one student representative.

CDE State Operations. CDE's administration, or state operations, is funded with a combination
of non-Proposition 98 General Fund and federal funds. As shown in the chart on the following
page, much of CDE's state operations are funded through federal funds.
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CDE State Operations Fund Sources (dollars in thousands)

Fund 2011-12 2012-13 2013-14 2014-15 BY to CY %
Source Actuals Actuals Projected Proposed Change Change

General Fund
CDE
Headquarters $38,490 $39,567 $47,359 $47,328 -$31 (0%)
Federal
Funds 132,296 131,709 170,672 158,066 (12,606) (7)
Fee Revenue 6,190 6,149 7,298 7,292 (6) 0)
Bond Funds 2,291 2,282 2,786 2,789 3 0)
Other Funds 10,788 10,790 22,187 22,330 143 @)
Total
Expenditures $190,055 $190,497 $250,302 $237,805 -$12,497 -4.99%
Percentage
of FF to
Total
Expenditures 69.61% 69.14% 68.19% 66.47% -1.72%

Positions 2341.8 1356.2 1554.9 1564.1 9 0.59%

*This table does not include the State Special School appropriations. Source: California Department of
Education

The recently adopted LCFF simplified the school finance system and provided locals with more
discretion over spending decisions. Given the new formula, how will this impact CDE's role in
overseeing California's schools? The 2013-14 budget included significant non-Proposition 98
General Fund augmentations for CDE's state operations related to LCFF administration. The
budget included 22 positions and $2.7 million in ongoing non-Proposition 98 General Fund
support for CDE to implement the LCFF.

The Legislative Analyst’s Office (LAO) is undertaking an analysis of the CDE's state operations.
Specifically, the project seeks to: (1) describe historical and current CDE responsibilities,
staffing, and funding levels; (2) analyze how well existing responsibilities are aligned with
existing staffing and funding levels; (3) examine how changes associated with the newly
adopted K-12 funding and accountability systems are likely to affect CDE’s operations; and
(4) make recommendations to the Legislature for improving how the state supports local
educational agencies in California. The project is not designed to be a financial or performance
audit of CDE. Instead, the project is intended to be a big-picture fiscal and policy analysis that
examines how CDE can fulfill critical state functions in the most cost-effective manner. The
LAO is expected to publish this report in March.

State Special Schools. The CDE also administers the State Special Schools, which includes a
total of six facilities, including three residential schools and three diagnostic centers. These
schools include the California Schools for the Deaf in Fremont and Riverside, the California
School for the Blind in Fremont and Diagnostic Centers located in Fremont, Fresno, and Los
Angeles. The State Special Schools are funded with a combination of state and federal funds.
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The Governor's Budget proposes an increase of $5 million General Fund for deferred
maintenance projects at the State Special Schools.

Other Key Provisions: CDE State Operations

The Governor's Budget requests the following new positions and associated funding.
e Two new positions and $240,000 for LCFF CALPADS workload.

e Two new positions and $482,000 to implement the California Measurement of Academic
Performance and Progress pursuant to AB 484 (Bonilla), Chapter 489, Statutes of 2013.

¢ One new position and $114,000 for the Pupil Fee Complaint Process.
e One new position and $100,000 to review and analyze charter school petition appeals.

¢ Shifts three positions and $501,000 in local assistance funding to CDE's state operations
for the federal Migrant Education program.

COMMISSION ON TEACHER CREDENTIALING

The Commission on Teacher Credentialing (CTC) was created in 1970 in order to establish and
maintain high standards for the preparation and licensing of public school teachers and
administrators. The CTC consists of nineteen members, fifteen voting members and four ex-
officio, non-voting members. The Governor appoints fourteen voting Commissioners and the
State Superintendent of Public Instruction or a designee serves as the fifteenth voting member.
The ex-officio members are selected by each of the higher education segments. The Governor
appointed Commissioners include six classroom teachers, one school administrator, one school
board member, one school counselor or services credential holder, one higher education faculty
member from an institution for teacher education, and four public members.

The CTC's mission is to inspire, educate and protect the students of California. The CTC is
responsible for overseeing educator preparation for California's public schools. The CTC issues
permits and credentials to classroom teachers, student service specialists, school
administrators, and child care professionals. The CTC processes approximately
215,000 applications annually. The CTC also performs accreditation reviews of teacher
preparation programs, including public and private institutions of higher education and local
educational agencies (LEAS) in California. In addition, the CTC is required to review and take
action on misconduct cases involving credential holders and applications resulting from criminal
charges, reports of misconduct by LEAs and misconduct disclosed on applications.
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The CTC also administers three local assistance programs: Alternative Certification, the
Paraprofessional Teacher Training Program and Teacher Misassignment Monitoring. These
programs are funded with Proposition 98 General Funds and federal reimbursement from the
Department of Education. The Alternative Certification and Paraprofessional Teacher Training
programs were consolidated into the LCFF. Prior to the LCFF, this program was included in the
K-12 categorical flexibility program, allowing districts to use this funding for any educational
purpose.

State Operations. The CTC's state operations are fully funded through "special funds." These
special funds include the Test Development and Administration Account (0408) and the Teacher
Credentials Fund (0407). The majority of these revenues are generated by credential fees,
which funds the Teacher Credentials Fund. A smaller funding source is through educator exam
fees, which fund the Test Development and Administration Account.

BY to o

fnasouce M gmisd o aewes TR

! P Change 9
General Fund, $26,191 $0* $0* $0 0%
Proposition 98
Teacher
Credentials 13,806 15,271 15,919 648 4
Fund
Test
Development
and
Administration
Account, 4,069 4,226 4,218 (8) ()]
Teacher
Credentials
Fund
Reimbursements 308 308 308 $0 0
Total
Expenditures $44,374 $19,805 $20,445 $640 3%
(All Funds)

* Funding consolidated into the Local Control Funding Formula

Other Key Provision: CTC State Operations

e The Governor's Budget proposes an increase of $650,000 in the Teacher Credentials
Fund for educator preparation program reviews.
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EARLY CHILDHOOD EDUCATION

Data indicating the importance of early childhood education programs in improving later
student outcomes is overwhelming:

e A 2011 review of research found more than 100 studies nationally showing that
high-quality preschool significantly improves low-income children's school-readiness
and performance;

e |n California, low-income English learner students in San Jose Unified School District
who attended high-quality preschool with a strong focus on language and literacy
development moved from testing on par with their peers at the beginning of
preschool to testing on par with 1% graders by kindergarten entry;

e Research conducted by University of Chicago Professor James J. Heckman, a Nobel
Laureate in Economics, showed that a half-day investment in public preschool brings
$48,000 in public benefit. Heckman notes that early childhood education's impact on
high school graduation can provide major benefits: a 5 percent increase in male high
school graduation rates in California is estimated to save $753 million in
incarceration costs.

As highlighted in the Assembly's Blueprint for a Responsible Budget, early childhood
education is a smart investment for the State. Expanding access to quality early education
will improve academic outcomes for students, increasing success later in life and reducing
future costs in other areas of the budget, such as the social safety net and prisons.

The Governor has shown his commitment to providing more resources for disadvantaged
students through the Local Control Funding Formula (LCFF) for grades K-12. Given the
research on the benefits of early childhood education, should the State consider investing in
these same children early on? This section provides issues for the Assembly to consider as
it creates the 2014-15 budget for Early Childhood Education, a review of current child care,
preschool and transitional kindergarten funding and programs in the state, a summary and
analysis of the Governor's child care and preschool proposals, and an overview of current
proposals to create a universal transitional kindergarten program in California and boost
programs aimed at 0- to 3-year-olds.

Issues to Consider

e The Great Recession dramatically impacted state child care programs, reducing the
number of slots for families by more than 100,000. Demand for subsidized child care
remains high: nearly 193,000 children are on waiting lists, according to the California
Child Care Resource and Referral Network. The administration does not propose
increasing the number of child care slots in 2014-15. Should the Assembly include
increasing the availability of child care as a top budget priority?
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e State reimbursement rates paid to child care providers have a profound impact on
wages paid throughout the industry. California currently bases regional rates on a
2005 survey, rates paid to license-exempt providers were reduced in 2011-12, and
the statewide standard rate paid to childcare centers and preschool programs has
not received a cost-of-living adjustment since 2007. The Assembly should consider
the impacts of low rates on the child care industry, and whether an increase in all or
some rates is necessary to allow providers to continue and expand operations.

o As the Assembly discusses the potential creation of a universal transitional
kindergarten program, questions to consider include how much time it would take to
implement, teacher requirements for TK classes, facilities needed for this expansion,
whether a mixed delivery model of both public and private providers is possible, and
the impacts a TK program would have on programs for 0- to 3-year-olds.

Child Care Background and Governor's Budget

Under current law, the State makes subsidized child care services available to: 1) families
on public assistance and participating in work or job readiness programs; 2) families
transitioning off public assistance programs; and, 3) other families with exceptional financial
need.

Child care services provided within the California Work Opportunity and Responsibility to
Kids (CalWORKSs) program are administered by both the California Department of Social
Services (DSS) and the California Department of Education (CDE); depending upon the
“stage” of public assistance or transition the family is in.

CalWORKs Stage 1 child care services are administered by the DSS for families currently
receiving public assistance, while Stages 2 and 3 are administered by the CDE. Families
receiving CalWORKs Stage 2 child care services are either receiving a cash public
assistance payment (and are deemed “stabilized”), or in a two-year transitional period after
leaving cash assistance. Child care for this population is an entitlement for twenty-four
months under current law. The state allows counties flexibility in determining whether a
CalWORKSs family has been “stabilized” for purposes of assigning the family to either Stage
1 or Stage 2 child care. Depending on the county, some families may be transitioned to
Stage 2 within the first six months of their time on aid, while in other counties a family may
stay in Stage 1 until they leave aid entirely.

If a family is receiving CalWORKs Stage 3 child care services, they have exhausted their
two-year Stage 2 entitlement. The availability of Stage 3 care is contingent upon the
amount of funding appropriated for the program in the annual Budget Act.

Non-CalWORKs Programs. In addition to CalWORKs Stage 2 and 3, CDE administers
general and targeted child care programs to serve non-CalWORKSs, low-income children at
little or no cost to the family. The base eligibility criterion for these programs is family
income at or below 75 percent of State Median Income (SMI) relative to family size.
Because the number of eligible low-income families exceeds available child care slots, there
are long waiting lists for care.
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Child care providers are paid through either (1) direct contracts with CDE, or (2) vouchers
through the Alternative Payment Program.

e Direct Contractors receive funding from the State at a Standard Reimbursement Rate,
which pays for a fixed number of child care “slots.” These are mostly licensed child care
centers but also include some licensed family child care homes (FCCH). These
caretakers provide an educational component that is developmentally, culturally, and
linguistically appropriate for the children served. These centers and FCCH also provide
nutrition education, parent education, staff development, and referrals for health and
social services programs.

e Alternative Payment Programs (APs) act as an intermediary between CDE, the child
care provider, and the family, to provide care through vouchers. Vouchers provide
funding for a specific child to obtain care in a licensed child care center, licensed family
day care home, or license-exempt care (kith and kin). With a voucher, the family has the
choice of which type of care to utilize. Vouchers reimburse care providers based on the
market rates charged by private providers in their region.

The 2014-15 Budget provides about $2.2 billion in state and federal funds to administer
CalWORKS and non-CalWORKS subsidized child care programs. The chart on the following
page details all of the funding changes, by program.

The Governor has proposed a status-quo budget related to child care, with no policy changes
and only funding adjustments due to a slight decrease in CalWORKS caseloads and a slight
increase to the average cost of care. In relation to the 2013 Budget Act, the Governor removes
a one-time augmentation of $10 million for non-CalWORKS child care, which could fund more
than 1,100 slots, but maintains a $25 million augmentation for state preschool.

Additionally, the Assembly should monitor a shortfall in the current year. The Department of
Education has reported that costs in CalWORKS Stage 2 and Stage 3 will exceed 2013 Budget
Act appropriations by $9 million and $15 million respectively, based on November 2013 data.
This is occurring, according to the department, because more families are utilizing licensed care
instead of license-exempt care, and the cost of licensed care to the state is higher. The
Department is proposing to use available federal funds to cover $20.7 million of this shortfall,
but has asked the Department of Finance for $3.3 million in additional General Fund.
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Child Care Budget Summary

(Dollars in Millions)

Expenditures
CalWORKs Child Care

Stage 1 $289 $406 $385 -$22 -5%
Stage 2 419 358 364 6 2
Stage 3 162 183 186 3 2
Subtotals ($870) (5947) ($935) (-$12) (-1%)
Non-CalWORKSs Child Care
General Child Care $465 $4732 $4790 $6 1%
Alternative Payment 174 177 1790 2 1
Other child care® 28 282 2gP - 1
Subtotals ($666) ($678) ($687) ($9) (1%)
Support Programs $76 $74 $73 -$2 -2%
Totals $1,612 $1,699 $1,694 -85 —
Funding
State Non-Proposition 98 $779 $776 $783 $8 1%
General Fund
Other state funds 14 — — — —
Federal CCDF 549 5412 5560 15 3
Federal TANF 372 383 355 -28 -7
State Preschool (Proposition 98) $481 $507 $509 $2 —

4 Differs from administration’s estimate due to reflecting the federal sequestration cut and the associated General Fund backfill.
P Does not include potential federal sequestration reduction, as estimates are still pending.
¢ Includes Migrant Child Care program and Handicapped Child Care program.

CCDF = Child Care and Development Fund and TANF = Temporary Assistance for Needy Families.

Posted January 2014.

Ongoing Issues in Child Care

The improving economy and growing interest in boosting early education programs allows
the Assembly the opportunity to improve state child care programs to better serve children
and their parents. Among the issues to consider are:

Since 2007-08, more than 100,000 subsidized child care slots have been lost due to budget
reductions and impacts related to CalWORKs policy changes. This reduction has
significantly diminished the state programs. Nearly 193,000 children are currently on wait
lists for slots, according to information provided by the California Child Care Resource and
Referral Network, although that number may be low, as the state has ceased funding a
program that tracked waiting lists county by county. See the chart created by the California
Budget Project on the following page.
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Figure 1: State Budget Cuts Have Reduced the Number of Child Care
and Preschool Slots by Nearly One-(uarter Since 2007-08
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Note: Reflects slots funded with federal and/or state dollars. Child care includes
CalWORKs and non-CalWORKs programs.
Source: Department of Finance

The Legislative Analyst's Office (LAO) projects that in 2014-15 the state will purchase
210,466 subsidized child care slots, for both licensed